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ABSTRACT
Miller Childers Majors: Matching Financial Reporting Requirements with
Economic Substance: An Analysis of FASB Topic 840(Leases) and Its
Valuation Implications

Leasing has long been an attractive method to finance the use of property,
plant, and equipment(PPE), but due to a call for change from the Financial
Accounting Standards Board(FASB)and International Accounting Standards Board
(lASB)the future of leasing will drastically change. Leasing has given lessees an
affordable way to acquire capital to generate operating profits and lessors tax
advantages and protection against the obsolescence ofPPE, and it is a pivotal financial
tool that can benefit all ofthe involved parties when used properly.

However, the current GAAP standards fail to report the debt portion inherent
within the majority of lease contracts due to the operating lease classification. FASB
has made an effort to change their current standards to reflect the recognition ofthe
underlying asset rights and liability to make lease payments that are conveyed within
lease contracts. This thesis attempts to explain the shortcomings of the current
standards(FAS 13) and what the implementation of the new standards means for
lessees and lessors from a financial statement and valuation perspective.
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Introduction

The problem with the current accounting for leases is that it does not accurately
detail the economics of the transactions on the financial statements of lessees and lessors,
which creates non-comparable information for financial statement users. The accounting
standard setting boards have issued an Exposure Draft(ED)over Topic 840 detailing
their proposed technical changes to current lease accounting, found in FAS 13 and IAS
17. These technical changes will completely remove the operating lease classification in
an attempt to create more balance sheet transparency for lessees. The changes will have a
significant impact on industries that are dependent on leasing for the use of capital assets.
In particular, the retail industry, which Credit Suisse estimates with holding 25% of the
549 billion dollars of off-balance sheet lease liability for companies listed on the S&P
500 as of2010, will be affected by the addition of massive amounts of long-term debt on
their financial statements.' The ramifications of the developing lease standard represents
a necessary deviation from the current accounting, which is too easily manipulated to fit
company desires, but the question still remains if the new standards will provide a “truer”
representation of lease information on financial statements to potential investors and
creditors.

^ David Zion and Amit Varshney,“Leases Landing on Balance Sheet,” Credit Suisse. August 17. 2010, p.l,
http://www.comDlianceweek.eom/s/documents/LeasesLanding.pdf. accessed July 2012.
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The Current Leasing Environment

Introduction

Since the introduction of lease accounting began, a lease has been defined as “a
contractual agreement between a lessor and a lessee. This arrangement gives the lessee
the right to use specific property, owned by the lessor, for a specified period oftime. In
return for the use ofthe property, the lessee makes rental payments over the lease term to
the lessor.

Traditionally, the lessors of property are banks, captive leasing companies,

and independents. Banks make up the majority of the lessor market because their
relatively low cost of borrowing allows them to purchase capital assets and subsequently
lease them to companies to make profits and gains. Captive leasing companies and
independents have similar market shares in the lessor industry, but the current trend has
seen the independents activity in this sector decreasing as banks and captive leasing
companies pursue lease transactions more aggressively. The lease market has many
interested parties because it is an effective way to use and obtain PPE to generate profits
at a fraction of the cost of the full purchase price.^

Leasing is a notoriously thriving industry because of the advantages that the
accounting treatment offers over full ownership. The most important advantages are
100% financing at fixed rates, protection against obsolescence, flexibility, less costly
financing, tax advantages, and off-balance sheet financing.'^ The full financing at fixed
rates allows lessees to lock in set payments over the entirety of the lease term oftentimes

Don Kieso, Jerry Weygandt, and Terry Warfield, Intermediate Accounting, N’'’ Edition (John Wiley &
Sons, Inc, 2012) p. 1290-1291.
^ Ibid., p. 1291.
Mbid.,p. 1292.
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with little to no money down. This helps managers in the planning and budgeting process
by setting up reliably known payments, and it guards firms from inflationary
consequences. The protection against obsolescence helps both the lessor and lessee. For
the lessee, they can willingly engage in leasing equipment, such as technology based
items, instead of buying them in order to maintain a competitive advantage similar to
their industry peers without having to wony about constantly trading and selling old
equipment because they can stick to a short-term lease contract with their supplier. For
the lessor, they can protect themselves against poor treatment of their assets by setting
guaranteed residual values and increasing the rental payments from the lessee, which
helps guard them from asset deterioration and provides lessors with a steady income.
Lease arrangements offer flexibility because the contracts can be constructed to provide
the lessor with a profitable return over the depreciable cost of their asset while satisfying
the lessee’s desire to obtain capital assets for a specific period oftime at a cost that is less
financially binding than actual ownership. Tax advantages also occur because lessees are
allowed to treat the PPE obtained in lease arrangements as capitalized assets with noncash depreciable charges that reduce a firm’s tax liability payable to governing bodies,
yet there are no resulting assets or liabilities for financial reporting purposes.^ Another
key advantage of leasing is the operating lease accounting treatment that allows lessees to
engage in off-balance sheet financing, which in some cases is a way to prevent the
appearance of debt on the statement of financial position while simultaneously deriving
economic benefits from the underlying asset. Leasing in its current accounting state helps
to provide parties with advantageous accounting treatment in obtaining and using PPE
without the significant risks that full ownership requires.
Ibid.p. 1292
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Existing Conceptual Nature of Leasing

According to the FASB’s currently enacted lease accounting rules, there are two
different methods for accounting for lease transactions. The first method is a capital lease
which requires the lessee to record an asset and liability on their books while the lessor
removes the corresponding asset from their records in lieu of a lease receivable. The
second and most scrutinized method is an operating lease which requires the lessee to
recognize rent expense over the life of the lease, but this method fails to recognize any
future commitments regarding the liability or asset on the financial statements. While
these two methods are for the most part effective at providing investors and creditors with
transparent financial statements from the lessor’s perspective, the accounting procedures
are subject to contract manipulation in favor of operating leases from the lessee
perspective. This hurts investor confidence and leads to deviation in analysts’ estimates.

For a lease to be considered a capital lease from either perspective, it must meet at
least one ofseveral requirements. These requirements are as follows:
I.
II.
III.

The lease transfers ownership of the asset to the lessee.
The lease contains a bargain-purchase option.
The lease term is equal to 75% or more ofthe estimated economic life of the
leased asset

IV.

The present value of the minimum lease payments(excluding executory costs)
equals or exceeds 90% of the fair value of the leased property.^

Mbid.,p. 1295.
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While the transfer of ownership test is a relatively straight-forward and easily
identifiable piece of information, the other requirements have some gray areas and are
subject to manipulation. The “bargain-purchase option allows the lessee to purchase the
leased asset for a price that is significantly lower than the property’s expected fair value
at the date the option becomes exercisable.”^ As you can imagine, this criterion is subject
to a lot ofinterpretation. How do you determine at the present time if a purchase price in
a future period is a bargain? Without any specific guidelines as to what could constitute
as a future bargain other than a substantial difference between the future book value at
the end of the lease term in comparison to an agreed upon purchase price, it appears as if
the principle of materiality should take precedent in this case. However, it should be more
clearly defined to avoid confusion for recording purposes.
The economic life test for 75% of an asset’s term can also raise uncertainty in
capital lease decisions. “The lease term is generally considered to be the fixed, noncancelable term of the lease.”^ However, when a bargain-purchase option that is
“reasonably assured” to occur is thrown into the mix, the lease term is considered to be
extended until that option period occurs.' This brings up the issue concerning the
definition of bargain-purchase options once again. The economic life test is also an
irrelevant requirement when the length of an asset’s existence is difficult to quantify, and
when the asset has been used by a lessor for a portion exceeding 75% of its economic life
before entering into a lease transaction.

Mbid.,p. 1295.
Mbid.,p. 1296.
’Ibid., p. 1296.
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The 90% recovery ofinvestment criterion also raises questions concerning the
rules-based portion of capital lease requirements because it is often subject to contract
manipulation between lessors and lessees. The thought-process behind requiring capital
leases for contracts that meet the recovery ofinvestment’s 90% threshold is that
10

economic consideration of this degree means the “asset has been effectively purchased'
The minimum lease payments consist of rental payments, guaranteed residual value at the
end of the lease term, bargain-purchase options, and failure to renew penalties. Executory
costs such as “insurance, maintenance, and taxes” are excluded from the calculation of
the present value of minimum lease payments because they are considered normal
expenses instead of a part of the lease liability.’ * The discount rate used in the present
value computation is a controversial issue because lessors and lessees can use different
rates in their calculations in order to meet favorable accounting treatment. This occurs
because under current GAAP lessees are required to use their incremental borrowing rate,
which is “the rate that, at the inception of the lease, the lessee would have incurred to
borrow the funds necessary to buy the leased asset on a secured loan with repayment
terms similar to the payment schedule called for in the lease.

12

The caveat to the lessee

in using the discount rate is that they can use the rate used by the lessor that “causes the
aggregate present value at the beginning of the lease term to be equal to the fair value of
the leased property.

This is defined as the implicit interest rate, and it is applicable

when it is known and it is less than the lessee’s incremental borrowing rate. However,
this can be a controversial issue because the lessor can choose not to reveal the implicit
'"Ibid.,p. 1296.
"Ibid.,p. 1297.
~ Financial Accounting Standards Board, Statement ofFinancial Accounting Standards No. IS (Accounting
for Leases)(PDF file), p.7, downloaded from www.fasb.org/pdf/fas 13.pdf. accessed July 2012.
Ibid.,p. 13.
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interest rate to the lessee causing the lessee to use a much higher rate to discount the lease
payments so that the recovery of investment requirement will not be met. This means that
the transaction will be accounted as an operating lease for the lessee and a capital lease
for the lessor even though the economic substance of the contract is identical.

Operating Lease Example

In order to clarify the exact accounting treatment of operating leases, the
following section will provide a practical example of lease information meeting the
requirements for an operating lease from both the lessee and lessor perspectives. This
should shed light on how each financial statement is affected in respect to the treatment
while highlighting the reasons that make this a more desirable method than a capital lease
structure.

On January 1, 2012, Miller Inc. purchased a truck for $50,000 that has an
estimated economic life of 10 years, and the truck is depreciated on a straight-line basis.
On this same date. Miller Inc. agrees to lease this truck to Woods Co. for a noncancellable lease term of5 years. The rental payments made to Miller Inc., the lessor, are
due on January 1 of each year throughout the entirety of the arrangement. Woods Co.
does not receive title to the truck at the end of the

arrangement. There is no purchase or

renewal option at the end of the 5 year non-cancellable lease term. There is no residual
value at the end of the lease term, and the incremental borrowing rate of the lessee is 12%
while the implicit rate of the lessor is not made available to Woods Co. The yearly lease
payments are $11,145. Insurance expense of $1,000 relating to the truck was incurred by
Miller Inc. during each year of the lease, and the insurance premium was paid at the end

8

of each year as well. With these available facts about the lease arrangement, the
capitalization criteria must be tested to determine the proper classification for the lease
(either operating or capital).

I.
II.
III.

Transfer of Title: No.
Bargain-Purchase Option: No.
Economic Life Test(75%): The lease term is 5 years, and the economic life is
10 years. 50%<75%,therefore it does not fulfill this requirement.

IV.

Recovery of Investment Test(90%):
a. Fair Value $50,000*90%=$45,000
b. Rental Payments of$11,145*(Present Value of an Annuity Due for 5
years at 12%)4.03735=$44,997.94. Because the $44,997.94 represents
the present value of minimum lease payments and it is less than the
$45,000 representing 90% ofthe fair value of the asset in consideration.
this particular criterion is not met.

Because none of the capital lease requirements are satisfied in this lease arrangement, the
transaction is recorded as an operating lease for both the lessor. Miller Inc., and the
lessee. Woods Co. Note how through the structuring of the annual payment along with
the lessee’s rate allowed the PV of MLP to stay just below the bright-line test for
capitalization. The following demonstrates the journal entries for both parties for 2012.

9

Miller Inc.(Lessor)
1/1/2012

Truck

50,000.00
Cash

50,000.00

To record purchase of truck
1/1/2012

Cash

11,145.00

Rent Revenue
To record rent income from leased asset

11,145.00

5,000.00

Depreciation Expense

5,000.00

Accumulated Depreciation
To record depreciation
1,000.00

Insurance Expense
Cash

1,000.00

To record executory costs

1/1/2012

Woods Co.(Lessee)
11,145.00
Cash
To record rent expense ofieased
asset

Rent Expense

11,145.00

By looking at the journal entries, it is evident that both parties benefit from this
lease arrangement. Woods Co. is able to maintain the right of use for the truck to serve
their economic needs while not being burdened by any long-term liability. Their only
obligation is to pay the agreed upon rental payment of $11,145 for 5 years as stated in the
contract, while disclosing in the notes to the financial statements the terms and conditions
surrounding the truck lease. The contract also allows Miller Inc. to claim the depreciation
expense of the asset, which will reduce the coi*poration’s tax liability even though they
are not cuiTently using the tmck. Miller Inc. also claims net revenue of $5,145[11,145
Rent Revenue less 6,000 related expenses (5,000 Depreciation+1,000 Insurance)]
resulting from this transaction each year.

10

Capital Lease Example

In the following example, assume that Miller Inc. purchases a truck for $46,473
on January 1, 2012. On that same day, they lease the truck to Woods Co. for a noncancelable lease term of5 years with cash payments of$11,145 due at the beginning of
each year. The truck has a fair value of$50,000, an estimated life of 10 years, and
$5,680.28 guaranteed residual value(GRV). Woods Co. agrees to pay $1,000 of
insurance on the truck to an agreed upon third party. Woods Co. has an incremental
borrowing rate of 12% per annum on similar assets, and they use straight-line
depreciation on all motor vehicles. Miller Inc. sets their implicit interest rate on all trucks
at 10%, and Woods Co. is aware of this fact.

I.
II.
III.

Transfer of Ownership: No
Bargain-Purchase Option: No
Economic Life Test(75%): No. Non-cancelable lease term divided by estimated
economic life.(5yrs/10yrs)=50%.

IV.

Recovery of Investment Test(90%):
a. Fair Value $50,000*90%=$45,000
b. Rental Payments of$11,145(since executory costs of$1,000 are
guaranteed to a third party they can be ignored) *4.l6986(Present Value of
an Annuity due for 5 years at 10%)=$46,473+$3,527 PV of
GRV($5,680.28*.62092 Present Value of a Single Sum). Because the
$50,000 represents the present value of minimum lease payments and it is
more than the $45,000 representing 90% of the fair value of the asset in

11

consideration, this particular criterion is met, and the lease must be
capitalized for both parties.

Because Miller Inc. made their implicit interest rate of 10% known to the lessee
and it was less than Woods Co. incremental borrowing rate of 12%, both parties must use
the implicit rate in calculating the minimum lease payments. This exception is made
because the “implicit rate is generally more realistic”, and it ensures that the lessee “does
14

not use an artificially high incremental borrowing rate” in order to avoid capitalization.

The new PVAD factor was high enough due to its inverse relationship with interest rates
for the 90% recovery of investment threshold to be met. Thus, this transaction meets at
least one of the requirements that suggest significant risks and rewards regarding
ownership have been transferred to the lessee, and this justifies capital lease treatment for
the lessee.

However, the lessor has two subsequent requirements that must be met in order to
consider this a capital lease transaction. “The collectability of lease payments must be
reasonably certain, and the lessor’s performance is substantially complete.”'^These two
extra requirements for lessors are established to ensure that the principles of revenue
recognition are met in this long-term transaction. The FASB wants to make certain that
the risks and benefits of ownership have truly been exchanged between the parties
because that is the foundational tenet that characterizes capital leases. It is correct to
assume in the current capital lease example that both of these particular lessor-specific
requirements are true. Which leaves the accountant with one more question: “does the

Kieso, Weygandt, and Warfield, Intermediate Accounting p 1297
Ibid., p.1306.

12

fair value of the asset equal the lessor’s book value?

if the answer to this question is

no, then this type of capital lease is accounted for as a sales-type lease. If the answer to
this question is yes, then this is a direct-financing lease. “The distinction for the lessor
between a direct-financing lease and a sales-type lease is the presence or absence of
„I7

manufacturer's or dealer's profit(or loss).

A direct-financing lease is a mechanism

used by the lessee to finance an asset purchase, whereas a sales-type contains a gross
margin.

The following journal entries are required for the example problem in 2012 and 2013:

Woods Co. & Miller, Inc. Lease Amortization Schedule
Date
1/1/2012
1/1/2012
1/1/2013
1/1/2014
1/1/2015
1/1/2016
12/31/2016

16
17

Ibid., p, 1306.
Ibid., p. 1306.

Lease
Payment plus
GRV
11,145
11,145
11,145
11,145
11,145
5,680

Executory
Costs

1,000
1,000
1,000
1,000
1,000

Interest on Reduction of
liability
Liability

3,885.49
3,159.53
2,360.98
1,482.56
516.31

10,145.09
6,259.60
6,985.56
7,784.11
8,662.53
5,163.97

Lease
Liability
50,000.00
38.854.91
31,595.31
23,609.75
14,825.64
5,163.11
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Miller Inc. (Lessor)

K. ■:

1/1/2012 Truck

50.000.00
Cash

Lease Receivable

50,000.00
50,000.00

Truck
Cash

50,000.00
11,145.09

Lease Receivable

10,145.09
1,000.00

Insurance Expense
12/31/2012 Interest Receivable

3,885.49
Interest Re^anue

1/1/2013 Cash

3,885.49
11,145.09

Lease Receivable

6,259.60
1,000.00
3,885.49

Insurance Expense
Interest Recei\able
12/31/2013 Interest Receivable

3,159.53
Interest Revenue

3,159.53

Woods Co. (Lessee)
1/1/2012 Truck

50,000.00
50,000.00

Lease Liability
10,145.09
1,000.00

Lease Liability
Insurance Expense
Cash

11,145.09
3,885.49

12/31/2012 Interest Expense

3,885.49

Interest Payable
10,000.00

Depreciation Expense

10,000.00

Accumulated Depreciation
6,259.60
1,000.00
3,885.49

1/1/2013 Lease Liability
Insurance Expense
Interest Payable
Cash

11,145.09
3,159.53

12/31/2013 Interest Expense

3,159.53

Interest Payable
10,000.00

Depreciation Expense
Accumulated Depreciation

10,000.00

By analyzing these journal entries, it is evident that capital leases benefit the
lessor more than the lessee. Miller Inc. receives a set cash payment on January

for

$ 1 1,145.09. At the initial inception of the lease in 2012, the payment consists of the
executory insurance costs and a reduction of the lease receivable. It is important to note
that because no time has passed between the inception and initial payment date no

1
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interest has accrued. However, all subsequent payment dates for the lessor will include a
portion of interest revenue generated by the passage of time in the lease transaction. This
provides a steady amount of interest income for Miller Inc. totaling $11,404.87 over the
five year life of the lease. When the interest on the receivable and the executory payments
are added together. Miller Inc. has accumulated S66,406 of lease payments which already
exceeds the corporation’s $50,000 initial cost of purchasing the truck. This does not mean
it is a sales-type lease though because the agreed upon rental payments of$11,145.09
multiplied by the present value of an annuity due multiple and the present value of the
$5,680.28 guaranteed residual value at the inception of the lease equal the $50,000 fair
value and cost of the asset. Therefore, this transaction qualifies as a direct-financing lease
for Miller Inc. and a capital lease for Woods Co.

From the lessee’s perspective. Woods Co. must record a liability for the present
value of the minimum lease payments totaling $50,000. The reduction of the liability is
determined as the remaining amount of the annual lease payment less the period’s
corresponding executory and interest expenses. The portion realized in the annual
reporting period is classified as current, and the remaining obligation is placed on the
balance sheet as a long-term liability. This notifies investors and creditors of Woods
Co.’s future economic commitments to Miller Inc. up until the end of2016 when the
lease is terminated and the truck is returned to the lessor. The example shows the stark
contrasts between the accounting treatment for operating and capital leases from both the
lessor and lessee perspective.

IT
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Financial Statement Analysis of Operating and Capital Lease Differences

By looking at the previous two examples regarding capital and operating leases, it
IS evident that lessors receive better accounting treatment from capital leases and lessees
receive favorable benefits from operating leases. Operating leases help lessees by not
“grossmg-up” the balance sheet. This means that no asset and liability is recorded from
these transactions. Instead, the only account affected is rent expense in stockholder’s
equity. This is considered an operating expense on the income statement and is an
operating activity on the statement ofcash flows as well. The result of not having any
liabilities from operating leases means that companies can abstain from violating existing
debt covenants, while receiving the benefits associated with the underlying asset. This
helps companies generate more revenue and improve upon key financial ratios such as
return on assets(ROA),remm on equity(ROE), working capital(WC),asset mmover
(AT), current ratio(CR), and debt to equity. By improving these metrics, companies
appear less levered and more profitable because interest-bearing debt and capital assets
are absent from the balance sheet.

Capital leases benefit lessors’ financial statements in a myriad of ways. Their
income statements are

rewarded with higher inflows in the beginning ofthe lease term

because lessors receive interest revenue on a greater portion of the lease receivable in
earlier periods before the principal amount is derecognized throughout the contract’s life.
They also receive favorable balance sheet treatment because they are able to replace an
asset with a receivable of equal value that earns interest. The lease payments lessors
receive in capital transactions consist of current assets for the interest receivable and the
currently maturing lease receivable, and the remaining balance of the lease receivable at

1
16

the end of each reporting period is accounted for as a non-current asset investment. The
cash flow statement for lessors will remain the same as a whole, but cash flows from
operating activities will only include the interest receivable and the cash flows from
investing activities will include the reduction in the lease receivable.

1
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FASB Proposal for Change to Lease Accounting

Introduction

FASB has decided that the current lease accounting standards in FAS 13 need
drastic changes in order to provide “guidance establish[ing] principles that lessees and
lessors shall apply to report relevant and representationally faithful information to users
of financial statements about the amounts, timing and uncertainty of the cash flows
arising from leases.

Ever since FAS 13 was first issued in 1978, the standard has failed

to achieve its objective because,“there continues to be a significant number oflong-term
leases that pass substantially all risks and rewards of ownership of property to the lessee
19

and continue to be accounted for as operating leases,

FAS 13 has been subject to

aggressive manipulation to meet favorable accounting treatment that fails to provide
financial statement users with honest reporting of the true economics of leases. FASB
realizes the shortcomings of current lease accounting rules, and their decision to be
proactive by overhauling the deficiencies is a necessary and commendable effort. The
following sections of this chapter will attempt to shed light on the proposed changes and
determine if they will meet the FASB’s objective of providing financial statement users
with an accurate representation of the economics of leasing.

^ Financial Accounting Standards Board, Leases (Topic 840), p. 15, downloaded from
http://www.fasb.orK/cs/ContentServer?c=Dociiment C&Dagename=FASB%2FDocument C%2FDocument
Page&cid-1176157191432. accessed July 2012.
’’ Richard Dieter, “Is Lessee Accounting Working?”, p. 13, downloaded from
http://www.wilev.com/college/schroeder/Q471379549/pdfs/dieter r.pdf. accessed March 2012.
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Exposure Draft: Lessor Accounting

Presently, FAS 13 grants lessors three options for classifying leases: operating,
direct-financing, or sales-type. As previously discussed in the conceptual nature of
leasing section of the thesis, the classification for lessors is dependent upon the
capitalization criteria being met to distinguish between an operating and a capital lease.
Following that key determination, the lessor must determine if a profit is generated to
further separate lease agreements that meet the bright-line tests requiring capitalization. If
it is determined that the cost of the goods sold to the lessee is less than the revenue
recognized, a profit is recognized on the transaction by the lessor, and a sales-type lease
is the proper accounting method. However, if no profit or loss is recognized in the initial
measurement, it is assumed that the economic substance ofthe contract represents a
financing arrangement, and the direct-financing method is appropriate.

The proposed changes to lessor accounting as stated in the initial ED were not
significant improvements over the current accounting standards. In fact, they added
unwarranted complexity from an accounting and implementation point of view, which
derails the standard setters’ objective of enhancing the usefulness of financial statements.
The current sales-type, direct-financing, and operating methods would be replaced with
the performance obligation(PO)and the derecognition approaches. Even though lASB
and FASB have removed these approaches in subsequent agenda papers to be included in
the revised exposure draft in Q2 of 2013, it is necessary to understand the approaches in
the initial ED to follow the continuous thought-process of the organizations’ efforts to
improve the usefulness of financial statement information to users regarding lease
accounting. However, no illustrative examples will be provided.

19

Performance Obligation Approach

A lessor uses the performance obligation approach when they “retain exposure to
significant risks or benefits associated with the underlying asset during or after the
.00

expected lease term.

FASB defines these as “significant contingent rentals during the

lease term that are based on the use or performance of the underlying asset, options to
extend or terminate the lease, or material non-distinct services provided under the current
lease

While it is appropriate to say the presence of these factors when objectively

proved throughout a valid assessment do provide significant risks or benefits to the
lessor, the difficulty is proving the existence ofthese significant risks and benefits
because FASB does not provide an appropriate definition or bright-line test to ensure
proper evaluation of the significant risks or benefits inherent in the contract. The ED
states “the existence of one or more indicators is not conclusive in determining whether
the lessor retains exposure to significant risks or benefits associated with the underlying
„22

asset.

The inconclusiveness of this statement leads to extreme subjectivity for financial

statement preparers in determining whether to use the PO or derecognition approach.

The significant risk or benefit distinction is important because it represents the
identification of asset risk within a lease agreement. Asset risk is synonymous when a
lessor intends on creating profit from the leased asset by gains on sale, re-leasing, or use
of the asset at the end of the lease term.^^ This is the main conceptual point that justifies
the need for two different approaches for lessor accounting. FASB’s intent in the initial
20

Financial Accounting Standards Board, Leases (Topic 840), p. 67.
Ibid.,
p. 49.
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Ibid.,
p.
50.
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Ernst & Young,“Financial Reporting Developments; Proposed Accounting for Leases”(PDF file), p. 49,
September 2010. Downloaded from http://www.scribd.com/doc/39748159/EY-Lease-AccountingPDF#download.
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ED was to create the PO approach to deal with lessor contracts that are intended to
recognize income directly from the asset itself, whereas the derecognition model is
geared towards lessors whose intent is to finance the direct purchase of the asset by the
lessee. This is why the definition provided needs more clarity to guide lessorjudgment in
determining if there are significant risks and benefits associated with the asset signaling
asset risk (performance obligation) or if the main purpose the arrangement is to finance a
purchase involving an asset with minimum asset risk (derecognition).

The initial measurement for the performance obligation approach involves the
recognition of a lease receivable and a lease liability as “the present value of the lease
payments, discounted using the rate the lessor charges the lessee.”^"* The resulting entries
create a lease receivable and lease liability at the same amount upon the inception ofthe
lease. However, the receivable and liability are measured differently as the lease payment
dates ensue. The receivable is measured at amortized cost on the lessor’s books in
accordance with the effective interest method, whereas the liability is “determined on the
basis of the pattern of use of the underlying asset by the lessee” or by the straight-line
method if a reliable pattern of use is not defmitive.^^ The lessor continues to depreciate
the asset on their books since they are expected to retain the asset risk associated with the
leased item. The interest income recognized increases the receivable’s balance while the
cash payment reduces the receivable.

The financial statement presentation includes the net position of the lease
receivable, lease liability, and leased asset on the balance sheet. Lease income, interest

Financial Accounting Standards Board, Leases (Topic 840), p. 23.

Ibid., p. 23.
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income, and depreciation expense are also netted on the income statement. The cash
payments are classified as operating activities within the statement ofcash flows.“The
Boards acknowledge that the criteria for offsetting the lease receivable and the lease
liability are not met, thereby requiring gross presentation; however, the grouped
presentation is provided because it reflects: the interdependency ofthese amounts (i.e.,
the leased asset, the lease receivable and lease liability), the lessor continues to own the
leased asset, and alleviates the concern that presenting these items separately
inappropriately overstates both total assets and total liabilities in the balance sheet.”^^

The inherent problem with the performance obligation approach is that it is
conceptually opposed to the right-of-use(ROU)model for leases. The performance
obligation approach grossly misstates the economics of lessor accounting if a financing
perspective is taken regarding lease contracts. The approach devalues the true long-term
intent of the leased asset by accounting for the revenue producing capability of the asset
in an inconsistent manner. Because the lessor still recognizes and depreciates the assets
on its books under the performance obligation approach, it appears that it is purely a lease
of the transfer of the asset risk. However, the boards’ incorporation ofthe interest method
into the approach creates a blend offinancing and operating treatment within the
financial statement presentation. In comparison to the even recognition ofrevenue from
operating leases, the performance obligation approach creates a front-loading ofrevenue
while subsequently inflating assets through the early portion of the lease, and this effect
is counterbalanced in the later years with deflated assets and decreased revenues.

Ernst & Young,“Financial Reporting Developments: Proposed Accounting for Leases” p 59
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The graph provided by Baker Tilly demonstrates the contrasting effects described
in the previous paragraph. The subsequent effects of this approach huit operating
leverage ratios and provide budgetary problems for lessors. This conflicting conceptual
thought process detracts from the value that financial statement users could gain from the
approach. These inconsistent results add less comparability and do not faithfully
represent the economics of the lease airangement on the financial statements.
Derecognition Approach

A lessor uses the derecognition approach when it is detennined that they have
sold the ROU asset to the lessee in a financing arrangement. The transfer of the economic
rights of the asset is proportional to the ROU asset recognized by the lessee, and it is
derecognized from the lessor's financial statements to demonstrate that the portion of the
27

Baker Tilly. ‘'‘AccoLiniing for Leases; How changes will impact fi nancial reporting for Lessors and
Lessees" {PDF file). December 6. 2010.
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asset has changed hands according to the lease agreement. The lessor is then allowed to
recognize a receivable for the portion ofthe rights transferred to the lessee and a residual
asset for the remainder of the rights to the asset still under their control. The residual
asset is measured as the carrying value of the asset remaining after the lease term, and it
is not to be reassessed past the inception date unless impairment or a significant change
in value is determined. Ernst & Young provides a clear representation ofthe calculation
of the derecognized asset and the remaining residual in the following.

Amount to derecognize =(a) x [(b)/(c)]

(a)= carrying value of the underlying asset at lease inception

(b)= fair value of the right to receive lease payments at lease inception

(c)= fair value of the underlying asset at lease inception

The remaining carrying value of the underlying asset will be the amount of the residual asset."*

From a financier’s perspective, the derecognition approach is a conceptually
strong method of accounting for the economics of a financing transaction. The
recognition of gross profit (loss) at lease inception as the difference between the present
value of the lease payments (lease receivable) netted against the historical cost of the
asset on the lessor’s books. The primary implication for manufacturers and financial
service companies is that they must immediately recognize any income from the
transaction immediately with the exception of interest revenue which is recognized
throughout the duration of the lease term. For manufacturers, this accounting treatment IS
i
similar to sales-type leasing, and it doesn’t represent a significant change.

2K

Ernst & Young,“Financial Reporting Developments; Proposed

Changes for Lease Accounting”, p. 62.
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However, there are several potential problems inherent in the derecognition
method concerning the continued measurement ofthe residual asset and the fair value
reassessment of the lease receivable.

According to the ED, the residual asset is not reassessed after the initial recording
29

unless the asset is impaired or there is a change in the right to receive lease payments.
This creates a lower recognition of profit upon inception in comparison to FAS 13’s

definition of finance leases because the lessor’s profit is determined only upon the leased
portion of the asset instead of the entire asset. Because the contract states that all rights
and risks of ownership are transferred to the lessee in the derecognition approach, this
lower profit fails to reflect the economics of the arrangement. A gradual increase in the
residual asset with a corresponding recognition ofincome throughout the lease term
alleviates this problem because it brings the discounted value of the profit to equal the
actual value by the end of the contract’s terms.
The ED also states that the lease receivable should be accounted for as a financial
instrument with continued assessment of its fair value at each reporting date with any
change in fair value or impairment to be reflected in the carrying amount ofthe
receivable as well as in net income.^*^ This is a controversial accounting method for
several reasons. First, this assumes that a lease is a pure financing tool. Many
manufacturing companies expressed displeasure with this because they view the
agreement similar to an operating arrangement. Also, the implementation of this is
difficult because many times the assets are not held for sale at the end of each reporting

2<>
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Financial Accounting Standards Board, Leases(Topic 840), p.28-29.
Ibid., p.28-29.
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period which makes an appropriate determination offair value subject to inaccurate
assessments.

Exposure Draft: Lessor Accounting Conclusions

Overall, the derecognition method is a substantial improvement for providing
comparability of financial statements because it combines the sales-type and direct
finance leases into one accounting method. However, the fair value valuation and residual
asset approach could be improved to more effectively match the economics of the
arrangement to the accounting. The conceptual core of lessor accounting treats every
lease as a financing arrangement, even though many business models are inconsistent
with this approach, especially those that lease buildings and land for insignificant
amounts of the asset’s life. This is why the performance obligation approach falls
significantly short of its intended purpose. The changes presented in the ED to lessor
accounting are not significant enough improvements to warrant the costs of
implementation to financial statement preparers and users. The standard setting boards
should revisit the methods at a later time period, and the goal should be to create a
consistent approach targeted at the usefulness and practical nature of the financial
statement treatment for leases.

Exposure Draft: Lessee Accounting

Lessee accounting in its current state allows lessees to account for leases as a
capital lease if it is determined that the risks and benefits of ownership have been passed,
but if these requirements are not met the lessee must account for the transaction as an
operating lease. This will no longer be the case according to the ED. The proposed rules

26

in the initial ED limit lessees to one option known as the right-of-use(ROU)method,
which means “at the date ofcommencement of a lease, a lessee shall recognize in the
statement of financial position a right-of-use asset and a liability to make lease
>,31

payments.

This singular approach will deter lessees from creating lease arrangements

that purposefully avoid the less desirable capital method in favor of the operating method.
The ROU approach for lessees is similar to the capital method currently in place because
they both record the lease liability, recognize interest expense on the liability, and record
amortization on the leased asset. In determining what constitutes a ROU,FASB has listed
three guidelines within its ED:

●

The entity has the ability or right to operate the asset or direct others to
operate the asset in a manner that it determines while obtaining or
controlling more than an insignificant amount of the output or other
utility of the asset.

●

The entity has the ability or right to control physical access to the
underlying asset while obtaining or controlling more than an insignificant
amount of the output or other utility of the asset.

●

The entity will obtain all but an insignificant amount ofthe output or
other utility of the asset during the term of the lease, and the price that
the entity will pay for the output is neither contractually fixed per unit of
output nor equal to the current market price per unit of output as of the
time of delivery ofthe output. If the price that the entity will pay is
contractually fixed per unit of output or at the current market price as of
the time of delivery ofthe output, then the entity is paying for a product
or service rather than paying for the right to use the underlying asset.32

' Ibid., p. 16.
■ Ibid., p. 42.

.■^2
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This ROU definition demonstrates FASB’s attempt to change their conceptual framework
from rules based to principles based accounting. Instead of having a 75% economic life
test or a 90% recovery of investment test that are subject to evasive preparer tactics, the
board has decided to implement a standard that revolves around the intended use ofthe
asset involved in the transaction. This proposal places emphasis on the substance ofthe
transaction.

Lessee accounting is the most troublesome aspect of the current rules, but FASB
seems intent on stopping the off-balance sheet reporting in favor of an approach less
subject to precarious judgments. The ROU asset and corresponding liability created from
all lease arrangements solves the main problem by recognizing that lessees are receiving
a useful tool that can be used to improve their operations. However, the singular stance
on lessee accounting advocated in the initial ED contains glaring conceptual and
implementation flaws.

Once a lease arrangement is determined to fit within the established criteria, the
guidance in the ED requires all lessees to measure the liability to make lease payments in
the same manner as current accounting for finance leases. This establishes a long-term
liability within the statement of financial position as well as an underlying asset for the
rights conveyed in the contract. At each payment date once the commencement of the
contract begins, the lessee is required to measure “the liability to make lease payments at
amortized cost using the interest method, and the right-of-use asset at amortized cost.”^^
The amortization expense on the ROU asset would be recognized in accordance with the
company’s method for similar depreciable assets within the corresponding asset class on
Ibid., p. 18.
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their books (i.e. buildings or equipment). Since the overwhelming majority of companies
use straight-line depreciation methods, the expense recognition pattern would be
applicable to lessees recoverable cost patterns from the ROU asset received, and it would
result in even expense charges reducing the ROU asset over the duration ofthe lease. The
interest expense on the liability would be recorded using the effective interest method
resulting in higher interest expense in the earlier portion ofthe lease term as the liability
has a larger balance with decreasing interest charges throughout the duration of the lease
as the principal of the debt is reduced. The ROU approach results in a measurement
pattern that will cause drastic increases in liabilities and expenses for lessees in the earlier
portion of a lease without a corresponding increase in assets.

Exposure Draft: Right-of-Use Approach (Lessee)

On January 1, 2012, Miller Inc. purchased a building for that has an estimated
economic life of 30 years, and the building is depreciated on a straight-line basis. On this
same date. Miller Inc. agrees to lease this building to Dickinson Co. for a non-cancellable
lease term of 3 years. The lease payments made to Miller Inc., the lessor, are due on
December 31 of each year throughout the entirety ofthe arrangement. Dickinson Co.
does not receive title to the building at the end ofthe arrangement. There are two option
terms to extend the lease for an additional 2 years which includes a significant nonrenewal penalty for Dickinson Co if they fail to exercise at least one of the 2 year options.
There is no residual value at the end of the lease term, and the incremental borrowing rate
of the lessee is 6% while the implicit rate of the lessor is not made available to Dickinson
Co. The fixed yearly lease payments are $35,000, and the contingent rental payments are
taken as 1% of yearly sales. No reassessment of contingent rentals, residual value
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guarantees, or impaimient occurs throughout the duration of the lease term. With these
available facts about the lease arrangement under the tentatively proposed standards, the
lessee must account for the transaction under the singular ROU approach because the
bright-line tests that distinguish between operating and capital leases are nonexistent.

Dickinson Co. first must determine the lease term, which “is defined as the
«04

longest possible tei*m that is more likely than not to occur.

Dickinson must use the

contractual factors (contingent rentals, term option penalties, renewal costs), non¬
contractual factors (statutory law. local regulations, relocation costs), and business factors
(operational necessity, specialized location, past-practice) to assess the probability of the
3, 5, and 7 year temis occurring. Here is a table outlining the determination of the lease
term under the proposed guidance:

Dickinson Co. Lease Term
Term of Lease
3
5
7

Probability
40%
35%
25%

Cumulative Probability
100%
60%
25%

Based on these probabilities, there is a 25% probability that Dickinson will
exercise both of the 2 year extensions to reach a 7 year term, a 60% probability of
exercising one 2 year extension to reach a 5 year temi, and a 100% probability of
reaching a 3 year term since that is the non-cancellable lease temi. Therefore, the longest
possible temi more likely than not to occur is the 5 year period, and this temi will be used
to calculate the present value of the lease payments.
u

Ibid., p. 46.
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Following the determination of the lease term, the proposed guidance in the
FASB ED requires the lessee to use the expected outcome approach to identify all of the
reasonably possible outcomes included in the expected present value of cash flows as
well as estimating the timing and amount of these reasonably possible cash flows.^'^ A
probability level is assigned to each reasonably possible outcome to determine the
expected value of the outcomes in the aggregate.

In the case of Dickinson Co. the S35.000 fixed lease payments are a known
quantity within the contract, and the present value of the expected cash flows from these
fixed payments are not subject to unpredictability throughout the duration of the lease.
However, the contingent rental portion of the contract poses difficulty because its
measurement is based on sales forecasts. These forecasts are subject to significant
judgment, which creates cuiTent financial statement recognition (projected sales) based
upon future occurrences (actual sales) in the contingent portion of the ROU asset and
lease liability. Here is an illustration of Dickinson's initial measurement of the lease
liability and ROU asset using the expected outcome technique as well as the subsequent
journal enti-y to record the ROU asset and liability:

Sales Level

ExfiS^ed Outcome Technigue
Total forecast sales years 1

5{$)

Probability that forecast sales will occur
Probability weighted expected sales

1,000,000
20%

1,150,000
50%

1,300,000
30%

200,000

575,000

390,000

Expected
Value

1,165,000

Total contingent rentals 1% of forecast sales ($)
Total fixed rentals years 1 — 5 ($) - at $35,000 per
year

11,650.00

Total estimated rentals years 1 — 5 ($)

46,650.00

Ibid., p. 48-4d.

35,000
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PV of expected lease
payments(PVELP)
n=
5.00
6%
pmt=
fv=
PVOA

46,650.00
0.00
0.00

PVELP=

196,506.77

No changes in original estimates
At inception of lease:

debit
Right-of-use
asset

196,506.77

Liability for lease payments

The ROD asset and liability are recorded in this transaction to recognize the debt
service Dickinson is receiving from Miller Inc. through the use of the building over the
probable 5 year lease term. This is a stark contrast to the rental expense that Dickinson
would have recognized under the operating treatment for this transaction in the current
standard.

The following components comprise the December 31 entry throughout the
duration of the lease term. The effective-interest method is used to recognize interest
expense while reducing the balance of the liability at year-end. Amortization of the ROU
asset is determined by the straight-line method over the 5 year lease tenn. The cash
payments are comprised of the $35,000 fixed payment and the contingent rental payment
(1% of sales). The gain or loss is the difference between the actual and expected
contingent rental amount at year-end. Also, the January 1 entry is included to
continuously update the balance of the ROU asset and liability due to the changes in the
net present value of expected contingent rentals as a result of the deviations from actual
sales and projected sales related to future periods. Included in the following are the actual
sales, original effective interest amortization table (assuming forecasted contingent
rentals exactly matched actual contingent rentals), a reconciliation schedule

credit

196,506.77
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demonstrating the cun’eni and prior period adjustments to net income as a direct result of
the \ a17ing contingent payments, the related journal entries, and the income statement
and balance sheet effect on a year-by-year basis:

Fixed

Year

Payment

Contingent
payment
(expected)

Total

Interest

payment

Principal
Reduction

0

Balance

196,506.77

1

35.000.00

11.650.00

46,650.00

11,790.41

34,859.59

161,647.18

11,650.00

46,650.00

9,698.83

36,951.17

124,696.01

2

35,000.00

3

35,000.00

11,650.00

46,650.00

7,481.76

39,168.24

85,527.77

4

35,000.00

11,650.00

46,650.00

5,131.67

41,518.33

44,009.43

5

35,000.00

11,650.00

46,650.00

2,640.57

44,009.43

0.00

Total

175,000.00

58,250.00

233,250.00

36,743.23

196,506.77

Expected
contingent
rent

Difference

contingent
rent

Actual

9,800.00

9,800.00

11,650.00

1,850.00

11,650.00

-350.00

Assume actual sales are as follows:
Year
1

sales
980,000

to G/L in
Nl

contingent
rent @ 1%

2

1,200,000

12,000.00

12,000.00

3

1,060,000

10,600.00

10,600.00

11,650.00

1,050.00

4

1,120,000

11,200.00

11,200.00

11,650.00

450.00

5

1,150,000

11,500.00

11,500.00

11,650.00

150.00

5,510,000

55,100.00

55,100.00

3,150.00
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A'

Dickinson
Co.
Yearl

(LESSEE)

credit

debit
1IH2012

ROU asset

196,506.77
196,506.77

Lease liability
12/31/2012

Amortization expense
Accumulated amortization

39,301.35
39,301.35

To record amortization of ROU asset

Liability for lease payments

34,859.59

Interest expense

11,790.41

Gain/Loss on contingent rental
Cash

1,850.00
44,800.00

To record lease payment
Year 2
12/31/2013

Amortization expense
Accumulated amortization

39,301.35
39,301.35

To record amortization of ROU asset
Liability for lease payments
Interest expense
Gain/Loss on contingent rental

36,951.17
9,698.83
350.00

Cash

47,000.00

To record lease payment
Years
12/31/2014

Amortization expense
Accumulated amortization

39,301.35
39,301.35

To record amortization of ROU asset
Liability for lease payments
Interest expense
Gain/Loss on contingent rental
Cash
To record lease payment

39,168.24
7,481.76
1,050.00
45,600.00
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Year 4
12/31/2015

39,301.35

Amortization expense
Accumulated amortization

39,301.35

To record amortization ofROU asset

41,518.33

Liability for lease payments
Interest expense

5,131.67
450.00

Gain/Loss on contingent rental
Cash

46,200.00

To record lease payment
Year 5
12/31/2016

39,301.35

Amortization expense
Accumulated amortization

39,301.35

To record amortization ofROU asset

Liability for lease payments

44,009.43
2,640.57

Interest expense

150.00

Gain/Loss on contingent rental
Cash

46,500.00

To record lease payment

Initial
Cash payments
Income Statement:

Yearl
44,800

Year 2
47,000

Years
45,600

Year 4
46,200

Years
46,500

Interest expense
Amortization

(11,790)

(9,699)

(7,482)

(5,132)

(2,641)

expense
G/L on contingent
rent

(39,301)

(39,301)

(39,301)

(39,301)

(39,301)

450

150

Total expense

(49,242)

(43,983)

(41,792)

Balance Sheet:
ROU
asset
Lease liability

1,850 (350)

196,507

157,205

(196,507)

(161,647)

(49,350)

117,904
(124,696)

1,050
(45,733)

78,603
(85,528)

39,301
(44,009)
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There are several conclusions to take away from the preceding example. First, a
significant amount ofjudgmental presumptions are made in connection with the
accounting by the lessee in a contingent rental lease arrangement. These presumptions
begin with the determination of the lease term as the longest possible term that is more
likely than not to occur. The term measurement as laid out in the FASB ED places
enormous stress on the preparers in identifying all of the contractual, non-contractual, and
business factors involved in assessing the probability associated with each potential term
(options or extensions) following the non-cancellable portion ofthe lease. Not only is the
lease term evaluated at inception, but the term must be reevaluated at each reporting
period as long as the contract is open using the same factors. The additional costs and
burden on lessees will be substantial as they attempt to implement this overhaul in
conforming to this standard. The boards must work to add more specific language
regarding the most important factors(market, contract, business, or asset) in determining
the “reasonably likely” duration of the lease to aid preparers.

Second, the burden of recognizing a liability and asset based off contingent
rentals that are subject to the occurrence of highly unpredictable future events (i.e. % of
sales in the example above)is impractical. For instance, the lessee can estimate their
future sales more accurately than a lessor can due to the information available to the
lessee concerning their own operations that the lessor is not privy to. The same can be
said for leases of cars with contingent rent based on mileage, since a lessee is aware of
their particular driving needs. This information gap creates the potential for lessees and
lessors to have drastically different lease assets and liabilities recorded on their balance
sheets representing the same economic transaction. The exception to this rule is if the
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contingent rent was based on an index or forward rate readily available to both parties
(i.e. LIBOR).

Finally, the most important takeaway from the Dickinson example transaction
concerns the front-loading of expenses and uneven reduction of the ROU asset and
liability to make lease payments. The increasing expense in the beginning of the lease
term is due to the interest expense on the liability balance that gradually reduces itself
throughout the lease term as the principal of the liability is paid. This places an enormous
strain on lessees that are used to recognizing an even amount ofrent expense throughout
the duration of the lease, and its effects would be immediately reflected in the income
statement if the current FASB ED is implemented. For lessees with young lease
portfolios containing many contracts in the early stages of the respective lease terms, this
effect would have profound consequences on the income statement until the contracts
reached the latter portion of the term. A lower expense recognition effect would occur for
lessees with mature lease portfolios containing contracts near the end of their expected
life. This damages companies seeking to grow their operations through lease financing,
while giving advantages to mature companies.

The excess of the liability to make lease payments over the corresponding ROU
asset continues throughout the duration of the lease, and this is a direct effect ofthe
financing component (interest expense) portion of the contract. These increases on the
balance sheet adversely affect leverage and asset profitability metrics for all lessees that
are used to the operating accounting treatment. While the recognition of lease assets and
liabilities is vital in representing the economics of the transaction, the
front-loading
recognition pattern is inappropriate for lessees that don’t control the rights to the asset for
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a substantial portion of the asset’s economic life. This mainly pertains to short-term
building leases and all land leases because the resale value of these items is so much
higher than equipment that is outdated due to a short economic life-span. Even though
many proponents believe in the conceptual consistency that a singular ROU method
affords lessees, the reality is that there is a distinct economic difference between a 5 year
lease of a building with a 40 year life and a 5 year lease of a computer that is outdated
shortly after the lease term. This is why in future discussions on leasing the FASB should
create two separate lessee accounting approaches to accurately reflect the substance of
the lease arrangement. Lease liabilities and assets should be recognized in all
transactions, but the short-term use of an asset should have straight-line expense
recognition in accordance with derecognition of the asset and liability. This method
would match the economics of the contract to the accounting, thus giving investors and
analysts relevant financial infomiation in a company’s filings.
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Financial Statement Impact: Retailers

By bringing all leases onto the balance sheet, the FASB ED will expose many
companies to credit and market risks as well as negative investor perceptions. Credit
Suisse estimates “that the otY-balance sheet lease liability for the S&P 500 companies is
at least $549 Billion in the auiiresate.

The long-tenn debt and income statement impact

will materially affect many companies that traditionally rely upon lease contracts to run
their operations. The companies most at risk under Topic 840 are retailers as shown in tlie
following graph based on compiled data from Credit Suisse:

Exhibit 1 Estimated $549 Billion Off-Balance-Sheet Lease Liability for S&P 500\2009’10
Food & Staples
Retailing. 15%

/
Specialty Retail. 10%

Diversified Financial
Servces.7%

f
Commercial Banks.
3%

DiwrsilSed
— Telecommunication
Services.6%

Electric Utilities. 4%—""'

^V^d.^ 4%-/

Od Gas &
—Consumable Fuels.
6%

k^ultlme Retail.4%

Hotels Restaurants
& Leisure,4%

'S&P 500 as of March 01. 2010
Source Company data. Credit Suisse estimates

As the graph demonstrates, 25% of the overall estimates are concentrated in the
Food and Staples Retailing and Specialty Retail sectors. These companies are dependent
u.
David /ion and Amil Varshney. "Leases Landing on the Balance Sheet", p, 1,

L
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upon rental space for maintaining stores and warehouses to conduct day-to-day
operations. By capitalizing all operating leases, retailers’ amount of capitalized lease
obligations will be a substantial percentage of their total assets and overall market cap.
The consequences of the capitalization requirements could alter “investors’ and creditors’
opinions about corporate leverage and risk (maybe the lease liability is different from
,»37

their estimates), stock prices and financing costs could change as well.

The subsequent

damage would be reflected in possible violations of existing debt-covenants, falling share
prices, and increased interest rates for new financing needs. The combination ofthese
effects signals a potential liquidity shortfall for lease-dependent lessees. The behavior of
companies might also be altered because the new accounting requirements might force
them to structure lease agreements with no renewal options which would subsequently
expose companies to more market risk at the end of the lease term as they search for
other ways to keep operating.

The reclassification of lease related expenses on the income statement also has the
potential to materially alter key financial metrics and ratios, such as gross margin
percentage, interest coverage, EBIT, EBITDA,EV/EBITDA,P/E, operating cash flow,
free cash flow, financial leverage, asset turnover, ROE,and ROA. These all have a direct
effect on analyst estimates, and if the GAAP reporting lacks economic transparency
analysts will be left with financial statements that lack comparability. These changes in
metrics are primarily responsible for the replacement of straight-line rental expense
(reported in COGS and occupancy costs) with a mixed portion of interest expense and

37

Ibid., p. 1.
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amortization expense. Nlorgan Stanlev’pro\ided a clear representation of this
reclassification in the followinu;

Reclassify Portion of Rent as Interest Expense
Sales
Reclassify interest
component of
leasing cost

COGS & occupancy costs
Gross profit
SG&A
Operating income
Interest expense

Other Income
Income before income taxes
Provision for income taxes
Net irKome

SoLin:* Moryar Stanley Research
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Pro Forma Financial Statements: Whole Foods Market(WFM)

In an attempt to demonstrate the significant changes that investors and creditors
will see on the balanee sheet, income statement, and statement of cash flows if the
standards as proposed in Topic 840 are adopted, a side-by-side comparison ofthe current
201 2 financial statements and adjusted financial statements for Whole Foods Market will
be presented. These actual statements were taken from WFM’s SEC filings, and the
pro
forma statements were created based off the requirements in the FASB ED

covering

Topic 840. The calculations are based off the present value of the lease cash payments
with an appropriate cost of debt of 6.7% detennined from similar secured debt

Ciregory Jonas. I'odd C'aslagno. and Michelle Clark. “'Possible New Lease Accountine for Ret i
Mixed Signals Cor ln\ estors." Morgan Stanley. July 19. 201 1. p. 3, accessed March 2013.
^>'ers:
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bonowings as oiiilined in the tooinotcs.’'* The economic lives of the leased assets are
estimiitcd at 1 S \ ears due to tlie average ot future lease payments per year, and this
expected lease life is extrapolated across Whole Foods Market's entire lease portfolio to
calculate the amoriixaiion expense and accumulated amortization. The income tax is
0-

calculated using the actual 2012 rate paid of 38 0. All (S) presented are in thousands.

Year

Operating Lease
Payment

Present
Value

Fiscal year 2013

5309,058

Fiscal N ear 2014

364.330

320.012

Fiscal year 2015

385.540

317,377

Fiscal year 2016

396.112

305.605

Fiscal year 2017

396,976

287,040

4.922,823

2,327.830

Future Fiscal years

5

289,651

S 3,847,516

Wliole Foods Market. Inc.. September 30. 2012 Form 10-K (Filed November 21.2012). via EDGAR
Database, accessed April 2013.
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Existing

Initial
Adjustment

First Year
Entries

Pro
Forma

Assets
Total Current Assets

2.102.631

2-102,631

Long Term Assets

Original Cost

3.191.585

3.847,516

Accumulated
Amortization

7.039-101

(213,751)

(213,751)

3.191.585

3.847-516

#213,7511

6-825.350

5.294.216

3,847,516

(213,751)

8,927,981

Total Assets

Liabilities and Equity
Current Liabilities
Long Term Liabilities

977-188

977.188
514,559

3,847,516

(84,768)

4,277,307

1,491,747

3,847,516

(84,768)

5,254,495

3.802,469

1128-9831

3-673-486

Total Equity

3,802,469

(128,983)

3,673,486

Total Liabilities and
Equity

5,294,216

(213,751)

8,927,981

Total Liabilities

Equity

3,847,516

The implementation of Topic 840 as provided in the FASB ED materially inflates
WHM’s liabilities and assets. The adjustments directly related to the standards caused a
68.67% increase in total assets, a 252.24% increase in total liabilities, and a 3.39%
decrease in equity.
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Existing

Initial
Adjustment

First Year
Entries

Pro Forma

Income
Statement
Revenues

Expenses (before
Interest and
Depreciation)

11.698.828

11.698.828

(10.643.772)

342,552

(10,301.220)

1,055.056

342.552

1,397,608

(311,550)

(213.751). ...J_5_25^1i

743,506

128,801

872,307

(257,784)

(258,138)

EBITDA
Depreciation and
Amortizaton

Operating Income
Investment and
Other Income

8.892

Interest Expense
(354)
Provision for
Income Taxes
(286,471)

1286,4711

465,573

336,590

Net Income

Topic 840 also creates profound differences from a profit and loss perspective. In
relation to EBITDA, a widely used non-GAAP perfomiance measure, the lease ED
improves this metric by 32.47% due to the reclassification of the $342,552 operating
lease payment as $257,784 of interest expense and the remaining $84,768 as a reduction
of the liability to make lease payments. Operating Income is also improved by 17.32%
due to the difference between the removal of the $342,552 rental expense and the
$213,751 amortization of the ROU asset. In contrast to the improvements in EBITDA
and (Operating Income. Net Income decreases by 27.70% due to the $257,784 interest
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charge created troni the S3.S47.516 initial balance on the liability to make lease payments
that was brought on the balance sheet by the adoption of Topic 840.

Existing

Adjustment

Pro Forma

Cash Flows from
Operating Activities
Net Income

465.573

f128.9831:

Adjustments to reconcile
net income to net cash
provided by operating
actiyities:
All Operating Activities
excluding amounts affected
by Topic 840

454.142

454,142

Amortization of ROD Asset
Change in Lease Liability
Net Cash provided by
Operating Activities 919,715
Cash Flows from
Investing Activities

213.751

213,751

257,784

257,784

342,552

1,262,267

Net Cash used by
Investing Activities (1,341,349)
Cash Flows from
Financing Activities

(1,341.349)

Payments related to
dividends, stock purchases,
stock issuances, and
exercised options
297.471
Payments on long-term
debt and liability to make
lease payments
Net Cash used by
Financing Activities
Exchange Rate Adjustment
Net change In Cash and
Cash Equivalents

(305)

■297^71

(342,552)

(342,857)

297,166

(45,386)

h48Q

1,480

(122,988)

(122,9881
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W IM uses the indirect method for presenting the statement of cash flows in their
1 0-K.. Thus, the only adjustment necessary after implementing Topic 840 within the
statement ot cash Hows is the addition ot the non-cash amortization charge related to tlie
ROU asset and the non-cash short-tenn interest component of the lease liability in the
operating section. The entire S342.552 cuiTent year cash payment on the lease liability is
transfeiTed into the financing activities section of the statement of cash flows, which
leads to a 37.25 o o increase in operating cash flow. FASB's initial ED states that the entire
cash payment should be reclassified because the payment represents a financing
arrangement. This highlights the primary concepmal change Ifom FASB 13(non-debt
operating expense) to Topic 840 (debt-financing).

Existing

Pro Forma

Key Financial Metrics
Leverage Ratios:
Debt Ratio

28.18%

58.85%

Debt/Equity

39.23%

143.04%

Times Interest Earned

2100.30

3.38

Gross Margin %

35.52%

38.45%

Return on Assets

8.79%

3.77%

Return on_^quity

12.24%

9.16%

Profitability Ratios:

Vaiuation Measures:
Enterprise Value

15.41B

19.17B

EV/EBITDA

14.54

13.69

P/E

36
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FCF

463.5M

806M

As evidenced from the side-by-side comparison of Whole Foods current financial
statements to the recasted statements under Topic 840, it is clear “the adjustments result
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,»40

in a conflicting package of financial metrics,

EV/EBITDA,FCF,and gross margin

percentage improve under Topic 840, whereas the debt ratio, debt/equity, times interest
earned, ROA. ROE,and P/E deteriorate because of the adjustments. All ofthe
adjustments are directly related to the reclassification of rent expense to amortization and
interest expense on the income statement, the required recognition of a ROU asset and
lease liability on the balance sheet, and the reclassification of the cash lease payment as a
financing outflow. Topic 840 changes the entire capital structure of Whole Foods Market,
Inc. by transforming it into a highly levered company with diminished GAAP earnings.

If Topic 840 were adopted, investors and analysts in the retail sector must adjust
their estimates to reflect the new debt-laden capital structure of the industry by
conducting thorough analysis over each company’s lease portfolio to perform meaningful
comparisons. From a historical view of the sector, new market entrants and high-growth
companies looking to expand operations via lease financing will be hit the hardest by the
proposed adjustments because the hi-low expense recognition pattern will decrease
earnings while simultaneously leveraging the companies to unprecedented levels. In
contrast, companies with mature lease portfolios will benefit from the lower expense
recognition in the latter years of the lease term due to the decreasing interest charges. The
additional volatility in earnings caused by implementing the standard will bring
uncertainty to the equity market if it were to rely solely on GAAP measures. The adverse
effect on previously reliable valuation methods will lead to more analyst adjustments to
bring order to the market, which defeats the entire reason for change.

Jonas, Castagno, and Clark, “Possible New Lease Accounting for Retailers: Mixed Signals for
Investors”, p. 13.
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Conclusion

Generally, financial statement users fall into two separate schools ofthought in
regard to leases: operating and financing. The operating side views a lease arrangement
as a

contract for rental space. Where instead of gaining tangible parts or equipment to

use

in the creation of products, the contract provides lessees with land or buildings to conduct
business operations. The financing side views the arrangement from the opposite end of
the spectrum. “They believe that every lease contains an element offinancing; they see
leasing as the acquisition of a property right in exchange for a debt-like liability.”^‘These
differing schools of thought represent the inherent flaw in the standard setters’ plans for
removing all of the bright-line tests from the current accounting standards in an effort to
produce a one-size-fits-all lease standard. There can be confirmation of a ROU asset
involved in all lease contracts, but the actual economic distinction between the use of a
building or land is not the same as equipment. FASB must reevaluate their stringent
financing stance and complete removal of rules-based accounting in their future
formation of the lease standard. There must be a definitive separation between the nonsubstantial consumption of the underlying use of the asset conveyed within the lease
contract from the effective purchase of an asset. In order to achieve this separation, FASB
must implement a constant linked expense recognition pattern where the ROU asset and
lease liability would decrease by constant amounts throughout the duration of the lease
for contracts that do not effectively purchase the asset. This would add transparency to
financial reporting by matching GAAP measures with the inherent economic substance of
the transaction.

Ibid., p. 8.
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